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ccmpanies comprising t h e  . JW Jones I n  s t r i a l  Average and selected groups of 

u t i l i ?  compsnfcs. lie concluded t h a t  a nodes t  adjustment f o r  risk in :he DCF 

model w o u l d  produce il requi red  ra te  cif eemrn be twen  15 7er:ent and 23 p e x e n t .  

I! 
I! 

S t a f f  points ou: t h a t  Value L i n e ' s  projec t ions  a r e  s h a r t  term and t h a t  

Dr. Soldofsky "ternpcred" them ..dth his "own profess iona l  judgment." 

126). S t a f f  also n o t e s  t!mt Dr. Soldof sky 's  methodology "produces che per'verse 

result of having rhe > w e s t o r  :qu ire  a higher  r e tu rn  on the less r i sky  assets 

( 3 .  B r .  

: and v i c e  v e r s a , "  

3 .  Yarkez risk al lowance.  

Dr. Soldofsky examined a?. i?s.sri tv ' . ional inves tor  surrey rrhLc!i asked what 

r a t e  of r e t u r n  on cmmn stock vould be a t t r a c t i v z  when AA u e i l i r y  bonds a r e  

y i e ld ing  an 8-1/2 percent  (1978) o r  9-liZ percent  (1979) rate. From the  

rcsults of t h a t  survey he d e t e n i n e d  an appropr ia te  c o s t  of equity f o r  Company 

MS 12.82 pcrcent  t o  18.97 p e r c e n t ,  using 450 basis po in t s  as a risk a l l o v a n c e .  

S t a f f  challenges the v a l i d i t y  of  a survey which d i d  not  include a random 

sample of the  entire populn' . ion of InVEiitors, which did no t  include a s t a t i s t i c a l l y  

s l g n i f i c a n r  o r  v e r i f i a b l e  response, and h'nich was Freparcd by an exper? who 

normally r e s ' t i f i e s  f o r  u t i l i t i e s  i n  ' r s c e  proceedings. Staf: a l s o  chal lcnged  

thc under ly ing  assunprfon of J r .  Soldofsky ' s  metllodology, z, . "thac the 

spread betircrn i n t e r e s t  r a t e s  and u t i l i t y  c m m n  stocks I s  cor s ran t  and p o s i t i v e  

i n  favor  of s tocks . "  (S. Br. 130). S t a f f ' s  v i tncs s ,  Dr. Smith,  t e s t t f i e d  

tha t  " i t  is p s s i b l c  f o r  dch' to  cos: ,wre than commn equ i ty  Secausc inveszors  

perceive t h a t  at  t h e  moment invcszments in ccmmon equ::y a re  l e s s  r i s k y  than 

Investments i n  long- te rn  d e b t  o r  prefarrcd s tock."  (Tr. 1285). 



Docker YOS. BPU-30-?5 
and RPLI-30-29 

Paqe 34 

MidAmerican Exhibit S. 

Page 418 of 65. 

4 .  Naintznance of "~imes-intsrcsc-Earned After-Taxes Level". 

Dr. Soldofsky a o d y z e d  the after-tax coverage, the r a t e  oE return on 

' cap1:alization and > e t  vorch, and t h e  dcgenerotive e f f c c t a  of o f f e r i n g  ncw 

. , s h a r e s  below book v d u c  t o  a r r i v e  a t  a determinat ion r h a t  t h c  race of re turn 

needed by  Company t o  z a i n t a i n  its "Art" bond r a t i n g  ranged bctween 15.11 3nd 

13.91 percent .  

o t h e r  u t i i l t i t s  w i t h  "AA" o r  "A" bond r a t i n g s .  

'I 

II 

The a n a i y s i s  conpared Company's a f t e r - t a x  covrragc t o  rha t  of  

S t a f E  a q u e s  tha t  Dr. S o l d o f s k y ' s  a p p l i c a t i o n  of covcraec p r i n c i ? l e s  is 

not  only i n a p p r q r i a t e  i n  a ratmaking  proceeding b u t  also wa5 insceurazaly 

d o t e m i n d :  i n t e r e s t  coverage is '3 be measured on net earntags before  income 

caxcs. flis c a l c s l a t . o r s  a l so  show :%it Campany is l e a s t  l i k c t y  of t h e ' u t i i i t i e s  

wrreycd  to  ,lost Its A A  bond r a t i n g ;  Company's 2 .8  coverage r a t i o  was hizhcr 

than all but two of the 1 3  .Ll c m p a ? i c s  surrcyed.  

Company responds t h a c  i t  wculd be d e r e l i c t  i n  i t s  d u t i e s  i f  I: ignored 

coverage, r e f e r r i n s  back t o  tile tescinony O E  M:. S h m  concerning the need t o  

m i n c a i n  ccrcsin coverages as ?reco-diziorrs f o r  issuance of mortgage bonds, 

dcbcnrurcs and p r r f c r r t d  $KOC!C. 

SUrrJn;l?Z. 

D.;. Soldofsky concluded, af t e r  exaninlnp, var ious approaches t o  tlia queszion 

of dcrermining a " f a i r  r a t e  of re turn"  thac a c o n s a m a t i v e  cs t lmatc  of Company's 

avcragc C O S ?  oT common e q u i t y  & f o r o  issuance C O S ~ Y  was 15.5  percent .  

percenr a d j u s t r r e t ~ c  f0.r i s suance  c o s t  on ali outstanding equity produccd a 

recnnncnded. 15.8 percmr ra:? DF re ru rn .  

A 5 

S t a f f  c h a r i c c e r i z e s  C-mpsny'r evidence a s  "nothing mrr Llicn a plea f o r  

excessive r e r u r w , "  and urges :he Comisissicn " to  l o o k  ciaewnere f o r  s u b s t a n t i a l  
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and credib le  widencc"  C Y  suppor: a Eicding a s  to a f a i r  r a t e  of  :eturn. ( 5 .  

Tha: evidcnce can bc found in che testimony of Dr. Carol ine ' Ur. 93 and 156). 

Smith, Senior  Corsul ' .ant  vi?!i J:J. Wilson and Assoc ia tes ,  S t a f f  says. Df. Smi th  

based her t es t inony on :!I& p r i n c i p l e  :kat the re turn on equi ty  a l laved  Company 

"should  e q u L  the c m t  of thac equity and thac t h e  DC'Z model accuracely de te rn ines  

t h a t  cos t .  

i n t r a - i n d u s q  r i s k  dif:erenccs, and zeasures  t h e  t o t a l  r e t u r n  t o  shareholders  

i n  terms of dividends and capiial ga i r5 .  Regulators should a l low ut i l i : i r s  CO 

earn a ra:c of r e t u r n  equal  t o  ;he cos: of the  u i U i t y  o,E obta in ing  common 

equity Ln chc na rkc tp l ace ,  she s t a t ed .  so tha: the p r i c e  of  a u t i l i t y ' s  conmn 

s t o c k  i s  dr iven  :ova::! book value and t h e  ra tepayers  avoid thc  e x t r a  rxpeme  

The 3CF modc? Zocrues on investor requirements,  raking into account 

' t h a t  may r e s u l t  when market p r i c e  exceeds hook . a h c  and excessivc earnings 

o r e  G l p i r d i z e d .  

Dr. Smith examined i r l s tor ica?  i::fonacion, as well as f e c z n t  iconcy market 

d a t a ,  i n  her  a p p l i c a t i o n  of the DCF mdcl,  atrernptlng to  deternii7.c the exten t  

Co which recent  Eluc tuar iow i:! e l e c t r i c  u t i l i t y  money markets (caused by the  

1979 Three Xi le  Island inc idcnr )  and t h e  rapid c l k n b  i n  i n t e r e s t  ra'ces (peaking 

'in mid-1980) have permanently aE5ecte.l Company'6 equ i ty  cos t s .  Tine ex ten t  t o  

vbich recent  inf Lationazy condi , r iors  have af fccred embedded senior s e c u r i t y  

c o s t s  vas a l so  c o u i d e r e d .  

Dr. S m i t h  f i r s t  dctennined a dlvidend y i e l d  of 11.31 percen t ,  based on 

Company's indlc3re.d dividcnd r a t e  a s  of October 31, 1980, and the average of 

Company's high and  low cornmi; stock Fricco d u r i n l :  tRc five-month period between 

Kay and Ocrolre:, 1980. 

Dr. S m i t h  t hen  undertook a sratlscical s t u d y  of t h e  r e l a t i o n s h i p  hc:ween 

dividend yields and h i s t o r i c a l  growth rates f o r  e l e c t r i c  and combination 
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. 
u t i l i t y  companies t o  deremiac an ap; i rcpr ia te  future grovth rate.  

was thouGIit necessary :J d e c e n i n e  i w c s t o r s '  a n t i c i p a t i o n  of Company's growth 

The s tudy  

!, ra tc  i n  thc context  o i  indwtry-*wf<e conditions and t h c  unique ci:cums:nnces 

!Iof Company. 

:Company's da ta  bccause a company's growth ra te  may be in f luenced  by s ser ies  

of favorable or unCavorabLe facLors, unique t o  a c e r t a i n  per iod of time, and 

investor; r i l l  o f t e n  ccmpsre a company's growth ra tc  t o  t h a t  crper lenced 

wi th fn  :he indus t ry  t o  i d c n r i f y  abnorna l ic les  t h a t  may Save a f f e c t e d  t h e  

ind iv idua l  company's grgwt!i r z t i  afid should bc c m s i d e r c d  e i t h e r  unique t o  the 

Company o r  n o n - r c c u r r i q .  D r .  S=i.:h'z s tudy  has i d e n t i f i e d  cer:ain financia! 

It is necessar j  t o  examinc data from thc indus t -y  as well as  the  

e- 

a 

ci;cwns;ances t ha t  are  uniquely s p ? l i c a b l e  t o  company's comimn s ~ o c k  and has  

determinm! Campiny's c m m n  equi ty  c c s t  i n  t h a t  coiitex?. Staff argues t h a t  

this approach mcrc accu ra t e ly  5,easurcs t!ie cos: of c a p i t a l  t o  a p a r t i c u l i r  

company than est imat ing grovt!i on a single company b a s i s .  

Dr. Smith estfmazed Campany's CDS: of equi ty  c a p i t a l  f o r  u t i l i t y  opera t ions  

a t  13.5 t o  1 4 . 2  percer.t, which, r e l l e c r s  her  de te rmina t ion  t h a t  the  c o s t  of 

equity c a p i t a l  L O  the  i a d c s t r y  a5  a whcla ha5 r i s e n  ( f r o m  12.8 percent bcfvre  

the Three-Nile Is land incidcn: t o  13.2-1b.5 percec t  r e c e n t l y )  and t h t  invcstors  

a r e  expecting a r e t u r n  of d p p r o x i s a t c l y  1!.4 to l2.6 percent on the book va lue  

of Company's common s tock  over  the  l o n g  rem. 

Dr. Smith then ad jus t ed  her  range by inc luding  an allowance oE f i v e  t o  

ten basis  p o i n t s  f o r  c o s k  assoc ia ted  v i t h  t h c  f s s u m c c  of new stock bur  aadc  

no alIownnce f o r  market pressur?.  

vriuc of zero  and can work f o r  the b e n e f i t  o r  de t r iment  of s t o c k h o l l c r s .  

Dr. S m l c h  es tab l i shed  t h c  i s suc  cas: by analyzing Company's ac tun1  expans2 of 

Markcc pressuee, she s t a t e d ,  has an expected 
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<I"" , Scptember 15, :98:) ac 7. Sj, u, Xe Ddvcnnoet Vater Company, 7 6  

' PLN3d 204 (ISCC 1968).  The IIC? zodc l  has Seen considered a "sound basis f o r  
e 

d c t e n i n f n g  Conpany's c s t  of capi:a:." Id. a t  L6. Any methodology adopted 
I! 

1 
::by tbc Conrnission must be a r e s u l r  cf "rcnsoncd consideration" and " s u b s t a n t i a l  

! cvidencc." Permian Basin Area % a t e  Zases. ~upra  a t  792; General Telephone 

Company oE thc  Yidwes :  v. Iowa S t a t e  Comuercc Comm'n, 275 N.W.Zd 3 6 4 ,  370 

(Iowa 1977) .  

Afrer  c o w i d e r i n ~  all of :iic cvidcnc: i n  t h e  record of t h i s  procccding, 

~ wc have dcclded t o  q a f n  re ly  u?o" thc  s t anda rd  DC? inodel t o  d c t e n i n c  Company's 

c c s t  of c a p i t a l .  Tlicrc a r e ,  iicoever, t k c c  c a i c u l a t i o w  of  t he  "standard" DCT 

model i n  t h e  record.  Xr. S l i m  .calcclated a 16.2 perccnr return. Dr, Soldofsky 

ca1cula:d a 13.8 t o  15.1 percent r e b r n  and Dr. Smith ca l cu la t ed  a 1 3 . 5  t o  

14.2 pcrceor r e tu rn .  TSe v a r i a t i c r s  i n  r e s u l t s  appcnr KO bc minLy n t r r i b u t a b l e  

t o  prcrl:ction o f  the ~ r o w t h  r a t e .  $'e f i n d  that Dr. Sni t la ' s  s;lmpl?nc technique 

has produced an unreasonabIy :.as: grcwtli rate axd Company's e s t ima te  o f  g r o w t l ~  

r ace  is soaewhat o p t i m i s t i c .  

to be 15 percen t .  

5ic s i l L  t h e r e f o r e  f ind  the c o s t  of common equi:y 

We also f i n d s  t h a t  the r x o r d  suppozes an a d j u s t m e n t  Lor i s suance  cost9. 

Compaiiy norinal ly  i nc reases  1:s corncan equity  by about 11 perccnt per ycnr.  

We determine Company's issuance expense by examining a c t u a l  expcnses incur red  

by Company i n  i s suing  nev stuck. Adjustment of the r e tu rn  LO include an 

i ssuancc  allowance p r d u c e s  a reburn on c q u l t y  OE 15.166 which thc  Conoission 

decemfncs i s  fair and reascnsble.  

Using :he avcrage capl:al s t r ' Jc rcrc  decided vpon e a r l i e r  i n  this d c c i s i o o ,  

w i t h  average c o s t  of prff2xed a d  preference  s tock  a1  9.04 pcrcznr and 

avcrngc C Q S C  of long-ccm d e L t  at 7 . 4 6  percent, the  o v e r a l l  rate of reiurn 

a l lovcd  Campany will be 1 0 . 5 7  percent .  

. - . . .. _ _  . . - .  
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X A Z  OF IOWA 

DE?.ARTYENT OF COMMEXCE 

UTILITIES DIVISION 

- 

FiNAL DECISION AND ORDER 

(Issued June I ,  1989) 

APPEARANCES: 

JAMES R .  MARE?, G A R Y  9. S T E i A R T ,  RONALD C. POL!:. and AL! : ( I j  y 
WCDTKE, Consumer Advocaz? Division, Deparzment o f  2u i ; j c? .  :,JC 
State Office Buiiding, Des Moines, Iowa 50319,  represenzing the 
Consumer Advocate Division. 

CHARLES R .  MONTGOMERY, Senior Attorney, Iowa Power and Light Company: 
666 Grand Avenue, PO Sox 6 5 7 ,  Des Moines, Iowa 50303; SHEILA K. 
TIPTON, DAVID J. LYNCH, Bradshaw, Fowler, Proctor & iairgrave. 
1100 Des Moines Buildlng, Des Moines, Iowa 50307; and R O E i 2 T  G. 
ALLBEE, Ahlers, Cooney, Dorweiler, Haynie, Smith 5. Allbee, Suit? 
600, 100 Court Avenue, Des Moines, Iowa 50309. representing IOWZ 
Power and Light Company. 
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Re Iowa Power and Light 
Company 

Docket NO. RPU-88-10 

Iowa Utilities Board 
June 1,1989 

OPINION and order aurhorizing an eleczic util- 
ity to revise its rates and direc&g the utility to 
use a gross-up method to account for income 
tax liability on conmbutions in aid of commc-  
tion. 

1. VXLL'ATICN, 5 257 -Working c q i d  - 
Defidon for raie-maldng p q o s e s  - Reve- 
nue and expeme lag. 

[IOWA] "WorIang capital" iyas d e h e d  
for utility rate-making p q s e s ,  as the amount 
of cqital  that investors were required to put 
mto a business, over and above the invesrmeni 
in planr and intmgibies. to cove: any gap 
beween the cash expendimes incured in pro- 
duczion and deIivexy of services and the collec- 
tion ofrevenues from serrice d e s .  
p. 158. 

2. VALUATiON. 5 501 -Working capital - 
.Mate+& md supplies - Fuel supplies - 
"Szfery net" slzr,dard -Cod inventory. 

flOW.A] Li cdc~lating rhe w c r h g  capitd 
requhment of an electric ud'lty, the corn&- 
sicn icopted a go-day suppiy, based on average 
daiiy bum, as the a~ropriate  level of coal 
inventory a 90-day inventory was dezaed 
sui6d.ent to provide the utility with a safety net 
m the event of tanexpected plant outages; use of 
the average daily burn. instead of the highest 
thee rnonrhs of bum. was aTopr ia te  for calcu- 
lating inventory require men^^ because outages 
woulc likely oci 'a on a random parom. rather 
than only in hi$ d m a n d  mcnths. 
J. 149. 

3. VALUATION. 293 - WorL~,g capital - 
Fu:ors af fcLr ig  allowance - Detemi rdon  
of revexe  lap - Use of proxy as substicure for 
a c ? d  lead-lag days - Reliability. 

flOWA] In an electric rate case, the com- 
missior, found that use of a udlity-specific 
study, in wkich actual lead-lag days were mea- 
surd. was preferable for a deterinhation of :ev- 
enue lag in the cdcularion of cash working cap- 
itli, but held h a t  a proxy could be used iLiu 
reliabiiiry as a subsume  was demonsnared; the 
conmission allowed the statewide average 
(20.5 days, instead of 25.9 days proposed by 
the utility) in computing revenue mllecrion lag. 
where rhe utility's rnerhod (which used an aver- 
age nurnber cf days between the debit and 
credit of revenue IO accomts receivable as a 
proxy for the time between the meter reading 
and cstomer payment) was proved in this case 
to bc an inadequate measure for h e  amount of 

139 



P o w a  made a profit in *veri year since Cmoper 
w a x  in service. cr. 150739). Connunez 
Advocate also d q u r e d  iowa?owe's claim k a t  
the non-energy Cooper c r ~ ~ s e s  saLsFj the 
crirtria for automatic : m v e q  Sec3use the 
expnses are cqacirj  relaxed. r:. 1508). It 
argued non-energy expenses, suci as 
investment and the cost of capit i  kvesred do 
not vary with a generating xiit's exergy 
production Consume: Advocate cmtmded 'hat 
non-energy Cooper expmses cannot be 
distinguished from the non-energ1 expnses of 
owning and operating any other power ?Ian,r 

[ f4]  The annual operating expexes at 
Cooper are approximae!y 45 p c e n t  of ?owa 
Power's annual operation and maintenaxe 
expenses (excluding EX-re!ated  cos^.). I nese 
are .substantial expenses ana should not be ?ut 
into a cxegory where hey  are presunpti.ieiy 
deemed dowable as an automaric ad; 'USLXiEXL 

clause. Furthermore, the Board's approval of 
Iowa Power's p r ~ p o ~ a i  would c e s e  a s m h d  
that most Iowa utilities could nee: wii? 5eir  
minority interests in gencating stations. h g e  
portions of urility budgeu would become elig- 
ible for automatic recovery without the scntiny 
a rate case provides. Therefore, the Soard .+dl 
reject Iowa Power's proposal LO recover auto- 
matically all paymenu made by Iowa Power LO 

the Nehaska Public Powc Distric: for powa 
and energy &om the Cooper Nuclear Srrtdon 
consistent with its precedent. See Re Iowa 
Power & Llgh Co.. 92 PUR4h 2% (lowa 
U.B. 1988). 

However, Iowa Powc h a  raised some 
generic questions as to !he role of expeditd 
recovery mechanisms. Tnaefore, the Bcard 
will through initiation of a formal invescgation. 
direct its s t a f f  LO pursue b h e r  srudy of ?his 
issue. 

- 

C. C U S S  COST-OF-SERVICE STUDY 
AND UTE DJLSIGN 

Iowa Powa's class cost-of-service study 
was performed by Iowa Power wimess Dickey. 
CTr. 342; Ex. 17). C o m a  Advocate analyzed 
Iowa Powa's study and found no signiiicant 
diiference between Iowa Power's study and its 
own. Iowa Power's smdy is the best and most 
csrent  wst-of-service. information available 
and should be used for rate design plnpases in 
this proceeding. The Bomd will accept Iowa 
Power's class cost-of-servics study and rate 
design. 

VI. U T E  OF RETLitU 

T ie  parties are in agrement as LO all 
issues regarding Iowa Power's rate of r e m  
except the reran on comn-ion equity. Tne 
Board's detanimtion of the fair rate of r e m  
on common equity is a question of fact which 
requires a m i d e r a t i o n  of all facts ard circum- 
smces.  

A. RETLKV ON COMMON E Q W  

Iowa POWR determined the cost of com- 
mon equity to be in ;he range of 13.5 to 15.5 
pe rca t  and proposed that the Board a m o v e  a 
14.25 percent wst of carrunon equity. Iowa 
Power supported i s  proposed r e m  with the 
testimony and exhibits of three wimesses: Dr. 
Vander Weide. Mr. Meyer, and ,Mr. G l h .  

Iowa Powez wimess Vander Weide 
employed wo methods for measuring the cos: 
of common equiry. the dismunted cash flow 
(DcF) method and the risk premium method. 
Dr. Vande: Weide employed the following I X F  
model: 

166 
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(Ex. 18, Sch. 2 and Sch. 3). 

Tne current market p e c  of stock was 
detamined by use of a simpie average of h e  
monrhly high and low j a c k  p % x s  for rhe most 
recent threemonth *od preceding the 6h.g. 
May, June, and July 1983. ex. 18, Sch. 2). In 
addition Dr. Vande: Weide a r g c e l  .hat ‘he !XF 
model will produce an q r o p f L a r e  rstk,,ate of a 
h ’ s  cost of equity c a p i d  oniy i€ it  recognizes 
that most industrid and utilky h s  ?ay divi- 
dends quarterly (TI. 937). Tnerefore, 5 s  method 
employed a quaneriy ccrnpoundirg DCF 
model. The growth component of his IXF 
mode! was estimated by using the c o n s m u  
analysts’ estimates of funire earnings per share 
(EPS) growth reponed by the Insiimtional 
Broker’s Estimate System (DES), dong with 
the he-year  earnings per s h e  growth estimate 
of Value Line. (Tr. 937; Ex. 1s. Sch. 3). Dr. 
Vanda Weide criticized use of historicd dau  as 
staie and incapable of producing i :edisric si- 
mate of investors’ curent re- requirements. 
Findy. Dr. Vander Weide inc!uded flotation 
costs to d o w  the company in recover current 
canying cosu associaed with flotation 
ex-. (Tr. 940). Dr. Vmder Weide api ied 
this DCF model to a group of cornpries com- 
prised of Iowa Resources and five other Iowa 
elecrric utilities that investors would consider to 
be of comparable risk. (Tr. 942). Tne avenge 
DCF cost of equity for ~ , e  group of comparable 
firms was 13.4 percenr (Tr. 944). 

Dr. Vander Weide also u d i e d  a second 
me&& of estimating Iowa Power’s cost of 
equity, the risk premium methodology. (Tr. 
944). Dr. Vander Weide Srst p;iormed a study 

of -he comparable returns received by bond and 
stock investors over the !art 51 y w s ,  estmat- 
ing -he :erurns on Stock and band portfolios by 
using stock p r k  and dividend yield d a a  on the 
Star.dard dr Poor’s (Sap) 500 and bond yield 
dat3 on ,Moody’s A-rated U d i t y  Bonds. (I”. 
944). The SdrP 5C0 stock portfohos grew at an 
average rate of 9.3i F c e n t  per year while the 
Moody’s A-rated utility h d  po r t io l io  grew at 
an average rare of 4.17 percent pe: y w ,  a dii- 
ferencz (risk premium) of 5.54 percmtage 
points. (Tr. 944-945). Dr. ‘Janda Weide also 
conducted a second similai study using stock 
dau from the Srandard & Poor’s 40 uciIities 
rather than the S k P  5 0 .  r r .  945). The S&P 40 
Utilities stock portfolios exceeded the r e m  on 
the .Moody’s A - r a d  utility bond pr~-o l io  by 
4.66 percentage points. (Ti. 945). F m d y ,  Dr. 
Vander Weide testified IO risk pre.miurn studies 
pdomed by o t x r  emnomists supporting 3 
r e m  on equity 4 to 5 percentage points &ve 
the expected yield on long-term debt issues. (Tr. 
950). Dr. Vande: Weide found Iowa Power’s 
expected yield on debt issues to be 10.5 pa- 
tens yielding an investor-required r e m  on 
equity of 14.5 percent LO 15.5 percenr 01.951). 

Iowa Power witness Glahn proposed a 
i4.0 percent r e m  on a m o n  equity. (Ti. 
173). He rezoned that on July 13, 1988, Iowa 
Power sold $70 million of 3 - y w  First Mort- 
gage Bonds. These bonds have a yieid of 10.5 
percent and ,MI. Glahn adopted ttus percenlage 
as the expected yield on long-term debt issues. e. 173). To this amounr, Mr. Glahn added 350 
basis po0inf-s as tis evaluation of the risk pre- 
mium of equity over debt. u r .  173). bir. Glahn 
then added an additional 25 basis points to 
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r e s o p k -  the risk in Iowa ?ewer's ?miic;-aSed 
power ccnuac: with :he N e k ~ s k s  P ~ b l i c  Power 
Disaic: for energy r.d cqaci;./ at C x ~ r  
Nuc!ear Station thereby r;r,V.n: at an overall 
re!xm of 14.25 percznr (Tr. 173). 

Iowa Power winess  M e y c  ksted iowa 
Power's proposed l4.3 -pcmt  r e r m  on cam- 
mon equity For remnacieness mcer  a esk p ~ -  
miurn methodology. (Tr. 1C45-77). Mr. hieyer 
ako rested the reawnabieness of Lie requested 
r e m  against market ieq2irernen.j fcr Iowa 
Power's bonds. He testified t5at investors m 

udiity s + a k  require a total r e m  of 5om 3.0 
percat  '9 5.0 percat more than the yieid a v d -  
able in the markerplace for bonds. (Tr. 1076). 
Tne current yield on new long-term debt for 
Iowa Power's bonds is 10.316 pecen t  fir. 
1075). An investor would r e q k e  a r e m  of 
13.516 p z c ~ r  io 15.516 percmt on common 
stock. (Tr. 1076). 

Consume: Xdvccate witness Bitmer 
estimated that Iowa Power's cost of equity is 
11.6 percent (Tr. 1152). Mr. Bitmer used che 
following DCF model: 

flr. 1153). Consumer Advocate conrend& rh_ls 
model is appropriate eve3 thou$ dividends are 
paid quarterly because the uslity :eceives e m -  
ings daily and has use of h e  money. thereby 
eaming a return on reinvested exn ings .  (Tr. 
1155). Tne quarterly X F  model used by Dr. 
Vander Weide, according io Cowzner Advo- 
cafe. inffates the dividend yield by inceasing 
the acrual dividends by rhe gowin rate, inaeas- 
ing the dividend again by the cost o i equ i r j  esti- 
mate and reducing the actual market pricz by 
ove:stated flotation costs and market pressure. 
(TI. 1182-85) Consume: Advocace argued the 
quarte:ly ECF model does not recognize that 
dividends aTe paid in arm a f t c  the collection 
of e h g s  &om customers and sties io pro- 
vide a second r e m  on divide& that have 
been paid to stockholders. (Ti. li55j. Consrsnr 
Advocate ako idjustd itr cost of commcn 
equity for flotation cos& and brokerage fees but 
found the amount to 'ce insigni6cannt (Tr. 1182- 
83). Xn adjusuneat for market pressure was 
rejected by Consumer Advwace s ine  it 
claimed there was no evidence inntroduced that 
it exists. flr. 1184). 

Mr. Bitmer first estimated the cos: of 
equity for Iowa Resources md the same group 
of five Iowa-based investor-owned electric utili- 
ties used by Cr. Vmder Weice for the p 4 o d  
October 23. 1987, through Mxch 31. 1988, the 
period from the Oc~ober 1987 market crash to 
he Board's dzision in Docket No. RPU-87-2. 
using each utility's indicaccd armud dividend. 
an average of the Friday closing prices, ard his 
estimates of growth rates for each utility b a e d  

on his analysis of each company's reaiiiized 
growrh from 1973 through 1987. (Ti. 116l), sir. 
Birze; used a log-linear !east squares regres- 
sion analysis and v-alyzed the Iowa utiiiries' 
a c a d  past hancial pzrformance. (Tr. 1157-38). 
Application of his CCF method produced a 
predecision cost of q u i t y  of 11.5 pircent for 
Iowa Resources and 11.5 ;.ercent average for 
b e  Iowa goup. [Ti. 1160-53). hk. Bitmer sub- 
sequently calculated the dividend yields for the 
period A@ 11, 1988, through S e p t e m h  30, 
1988 (the post Docket No. RPU-87-2 decision 
p&cd). (Tr. 1164). Iowa Resources' dividend 
yie!d inneased from 83 percent to 9.8 percent. 
a 150 basis point incease. Ui. 1164). Mr. 
Bitmer asserted this increase does not mean that 
Iowa Resources' cost of equicy increased by 
150 basis points. He claimed the postdecision 
period is too short io provide a reliable basis for 
an historical estimate of growth. The average 
dividend yieid of the Iowa group inneased 0.1 
percent, from 8.4 to 8 5  percent. during the 
postdecision period. fir. 1156). MI. Bittner 
argued C i s  inmeax is a more reliabie number 
and added 0.1 percent io his predesision esri- 
mate io &ve at his 11.5 percent iecommenda- 
tion vi. 1166). The 11.6 percent estimate 
implies a FOWL$ rate of 1.8 percent. which. 
according to Consumer Advocate, is consistent 
with or higher than all of V d u  Line's forscast 
five-year g o w h  r3Ie.s published in Apil .  Juiy. 
and O c ~ b e r  1988. (Ex. 119). 

In addition. Mr. Birmer discussed alleged 
defects in h e  risk premium method. In he his- 
torical study, reruns on stock and bonds are 
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cnmpared and h e  avverage diifexnce for the 
study period is he iisK premium. ?h. Bitme: 
pcinted out that suck risk 7erniurrs =e voladie 
and vary signiiiunriy ove: &,e rhus maicmg 
them sensitive to the selec~on of the sady  
period. He argued historid rkk p e r n i u m s  do 
not pmvide jlvestors a reliahle basis u p n  
which to evaluate a -Jarticuiax h ' s  ptent id .  
nr. 1197). In a second type of sclldy advanced 
by Iowa Power, the risk Femium was estimared 
by subtracting csrent yields on Iow risk bonds 
from estimates of he cast of equity for a p u p  
of companies. Consumer Advocate okerved 
the defect in rhis study to be that h e  cost of 
equity estimates useci we:- overs:ued, thus 
inflating the risk premhms. (T:. 1 i97). 

1. DCF Model 

13.51 In Re Northwestern Be!l Tdeph. Co., 
Docket No. RPU-8s-6, Feb. 1. 1989 (Iowa 
UB.) and in Re iowa Pb. Servicr Co.. Docket 
No. RPU-87-6, Feb. 20. 1989 (Iowa UB.), the 
Board urilized the standard I X F  formula to 
compute the r e m  on equicy. This model is 
used to predict the : e m  an investor may rea- 
sonably expecr from an invesunent unde: acwd 
stock market conditions by meas-mig the divi- 
dend yield and addiig an investorexpxwi 
growth rate in dividends. The continuously 
compounding modei rather than the discete 
approach advanced by Iowa Power has k n  
consistently used by the Board rice the corn- 
pany has the funds availabie on a daily basis. 
The Board will not deviate from its precedent 
and will use the srar,dard I X F  formula as the 
basis for determinilg r e m  on equity. The 
adjustment proposed by Iowa Power will not be 
accepted. 

1361 In addition, the floucon and broker- 
age adjustments made by Dr. Vmder Weide 
will not be accepted. No new stock has been 
issued nor is there any evidence of Iowa 
Power's intent to issue stock. Iowa ?ewer's 
market pressure adjustment will ako be rejeczd 
since ir is sFu la t ive  and ot supported by the 
evidencc S r e  Re Iowa Sourkrn Litiliries Co.. 
Docket No. RPU-85-11, Feb. 25, 1986 (Iowa 
UBJ. 

[37 Tne dividend yield m the DCF for- 
mula is the Tesult of dividing the dividend per 
share by h e  market price per share. The divi- 
dend yield for Iowa Resources increased %om 
a; percent to 9.5 percent in the period xpii 11, 
1988. through s e p t m ~  30, 1988. p. 1164). 
While this 150 basis point increase in the divi- 
dend yield was due in pan to the Board's rate 
reduction decision in Docket No. RPU-87-2 and 
the response of the financial communiry to the 
derision. the Board finds that the most recent 
yie!d of 9.8 percent is the most represenraiive 
available to use as an indicator of investor 
expecztions. Tne more' recent market prices 
following the Board's decision have affected 
h e  investor's pzception of the value of Iowa 
Resources' stock and deserve recognition in the 
formulation of Iowa Power's fume allowable 
r e m .  

3. Growrh Rate 

[38] Tne Board will adopt a growth rate of 
3.4 p r c e n ~  This ,pwth rate is the rounded 
average oE 1) the average of Iowa Resources' 
1973-87 internal p w t h  rate of 3.774 percent 
(Ex. 1M. Sch. 9. p. 1 of 2) and the 14-ye31 divi- 
dend growth per share of 4.4 percent (Ex. 102, 
Sch. B. p. 2 of 2). and 2)  the average of the 
Vdue Line and Institutional Broker Estimate 
S y s t m  (IBES) forecasted growth rates. (Ex. 1s. 
Sch. 3). In the Northwettern Bell rate case, 

Board found that the adjusted IBES analysts' 
forecasts provide as good. if not better, evi- 
dence of fume market price and growth than 
the historical d a u  used in Consumer 
Advocate's calculaim of the growth :ate. In 
this proceeding, the parties provided an excel- 
lent appraisal of the relative merits of foreczsted 
versus historic data and the defects in each 
amroach Therefore, the Board will adopt a 
blended approach which recognizes both the 
historicd and forecasted datq to dixinish the 
effects of perceived defects in each approach 

Docket NO. RPU-88-6, February 1, 1989. the 

4. Rerum on Equity 
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[39] Utiiidng the sm&d DCF formula 
with the numbers &Ucd i~ Fevious sbcdons 
pxuduccs an dowable r e m  on cquiry of 13.2 
percennt 

5. Ritk Premium 

[MI In Re Iowa Pub. Senice Co.. M e t  
No. RPU-87-6, Feb. 20, 1989 (Iowa UB.), the 
Board used a risk premium agxoach to test the 
reasonableness of the r e m  reached by the 
DCF method by a d d i g  250-300 basis pints to 
the bond yield applicable !n IPS. In July of 
1988. Iowa Powa  sold S70 ,ndion of 30-year 
First Mortgage BonOs having a yie!d of 10.516 
percent VI. 1075). While the Board will not 
mechanically employ 250-33l basis points as 
the risk premium in each case, h i s  record also 
suppons this range as aFpropriare. or. 1076). 
Adding 250-300 basis points io h e  10.516 per- 
cent yields a range of i3.0-135 percent and 
supporn the 13.2 resdr reached by the Board. It 
is clear through this analysis that the 11.6 per- 
cent recommended by Consumer Advocate is 
foo low. A return on equity of 11.6 percent for 
Iowa Power would only provide a risk premium 
of 110 basis pints o v a  the return d o w e d  on 
bonds. 

VIL UTE CASE EXPEXSE 

[41] On March 13, 1989, Iowa Power filed 
an itemized accounting of its a c d  expenses 
incurred in litigating Docket No. WU-88.10 as 
required by I0W.i CODE 4 476.6(8) (1989) 
and IOWA XDMN. CODE 199.7.3 (1989). The 
total cost to litigate the rate case was $771,239, 
which includes Eoard and Consumer Advctate 
expenses. Consumer Advocate had no objection 
to the rate case expenses. T h e  Board will allow 
the recovery of the costs of h e  litigation 
expenses over a three-year period as reasonable 
andjust  

MI. FINDINGS OF FACT 

1. It is reasonable to adjust rate base to 
recognize a 90-day average. a c d  cod burn 
inventory for working capital p q s e s .  

2. It is proper to adjust the billing cycle lag 

to eliminate the effecn of Leap Year. 
3. The evidence does not support adoption 

of Iowa Powa’s review of average daily 
BCCOMU as a reasonable proxy to mesSUre the 
amount of time horn the md of the senice 
peiod to custome: payment 

4. It is reasonable to a p l y  the statewide 
averqe of 20.6 days as proxy for the period 
bcrwem end of senice and customer payment 
in wmpuring revenue lag. 

5.  In this p e e d i n g .  Iowa Powa’s ieve- 
nue collection lag to be reflected in rate base as 
working capital 5 37.5 days. 

6. The undepreciated balance in the recled 
Des .Moines Tower Station should Se removed 
from rate b a e  as not “used and usehi” in pro- 
viding service. 

7. It is just and reasonable to allow Iowa 
POWR to collec: the urde;xe.kated balance 
relating to the recired portion of Des Moines 
Powa  Station over a five-year period. 

8. The portion of Des Moines Power Sm- 
tion to be refurbished should not be included in 
rate base s i n e  there is no definite plan for its 
use, and it is not expected to be used withina 
reasonable period of time. 

9. Clean-up of f c B s  at the Martha Rose 
plant is not a cost of removal of transformers 
and is not p p c l y  inciuded m rate base. 

10. It is reasonable to permit Iowa Power 
to collect the expenses associated with the 
c!ean-up of P f 2 s  at the Martta Rose site over a 
three-year period commencing with approval of 
the rates. 

11. It is reasonable to allow one-half of 
Iowa Powa’s proposed adjustment to reflect the 
estimated reduction in fume sales levels to two 
customen who have instaIled cogenadon  
units. 

12 It is reasonable to caledate the end- 
of-period c’stomer changes in the Large Gen- 
eral Service class (other than cogeneration U S  
customen) based on the average use per cus- 
tomer. 

13. It is reasonable for Iowa Power to 
recover one-half of h e  increase in total reve- 
nues less fuel costs associated with flexibie rate 
disc3unts. 

14. It is reasonable IO allow recovery of the 
expenses ass&,at,ated with PayBack Plus 
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-__-..--. I O W A  STATE COMMERCE COMMISSION .- 

7.. 

Iowa-Iliinois Gas and Electric Company 

Docket NO. RPU-84-23 

"ORDER APPXOViXG STIPULAT!UN" 

Issued August 29, 1984 

.. 

Partles Served: 

Mr. Edward J .  Hartman 
Vice ?resident-General Counsel 
I o w a - I l l i n o i s  Gas h Electric Ccmoany 
206 E 3 s t  Second Street 
Daveniort, I A  52808 

Rr. Jcmes R. Maret 
Consumer Advocate 
Office o i  Consumer Advocate 

. Lucas State Office Building 
Des Moines, IA 50319 

,, J 

\ 

CERTIFICATE OF SERVlCi 

The undersigned hereby certifks t k t  

the foregoing document has been :erred 

this day upon all parties of record in this 

pmeeding ty mailing, by first cltss moil, 

lo each such party a copy them?,  in 

properly addressed envslope with c h a r i s  

DreDaid. . .  

m e :  @-a . . . . .. . . . 4+ . .... . . . . . . 
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ORDEA APPROVlkG STIPULATION 

[Issued August 29 ,19841 

On May 11, 1984, Iowa-Ill inois Sas and Electr ic  Company (Company) f i l e d  

w i t h  this Commission proposed gas t a r i f f s  ident i f ied a s  TF-84-:79 and 

Tf-84-180. 

over current rates.  

56.141 million, or 80 pa-cent of the proposed general increase.  

requested t h a t  these t a r i f f s  become ef fec t ive  on June 11, 1985. 

TF-84-179 represents a revenue increase o f  2.4 percent annually 

TF-84-!80 i s  a n  interim increase o f  approximataly 

Company 

O n  Hay 30, 1984, t h i s  Conmission issued an order i n  Docket 

No. RPU-84-23 formally docketing the t a r i f f  proceeding and comencing an 

investigation of the reasonableness of Company's proposed t a r i f f s .  

On June 28, 1984, the Company and OCA f i l e d  a j o i n t  mot ion fo r  the 

approval o f  a s t ipulat ion whfch was intended to  resolve a l l  issues at the  

Comiss ion  lev21 and t o  preserve t o  the Company the r i g h t  t o  appeal t o  the 

Iowa Dis t r i c t  Court for  Scott  C o u n t y  rhe 53me ef fec t ive  tax  and JDIC i s sues  

which are  currently pending in  the apoeal of i t i  e l e c t r i c  case.  The 

par t ies  requested Commission approvzl o f  the s t ipu la t ion  and t h a t  a hear ing  

e 
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date be se?. C n  duly 2 ,  1984, this  Commission ordered t h a t  a hearinp be 

held on J u l y  9 ,  1984, t o  consider the s t ipulat ion.  

On 2uiy :?, 1984, the tsmiision issued an order  denying the 

st ipulat ion basad upon the findings t h a t  She inclusion of inter im rates i n  

an order also csntaining ffna: r a t s  was contrary t o  the purpose o f  i n t e r i m  

ra tes  and t h a t  there  was no adecuata assurance i n  the s t ipu la t ion  t h a t  the 

ra tes  t o  be charged were just  o r  reasanable. 

,- 

. .  

On Ju ly  19, 1984, t he  Compr ' y  and OCA f i l e d  a j o i n t  motion fo r  approval 

o f  an i n t e r in  r a t e  s t i p u l a t i o n  estabiishing an agreed-upon level o f  interim 

rates  and  requesting a hearing d a t e .  On Ju ly  23, 1984, the Commission 

issued a n  order s e t t i n g  a hearing dat-. o f  July 31, 1984, to consider  the 

interim r a t e  j'ipulation. 

, 

Subsequent t o  the July 31 hearing, the 

C o m i s s i o n  issued an order approving the interim rates s t i pu la t ion  which 

provided for  a f5.275 million annual increase and reduction o f  t h e  c u r r e n t  

negattve ad jus twn t  f o r  g3s l e a s e s  t 3  zero. 

On August i ,  1984, the Corpany and  3CA f i l e d  a j o i n t  motion f o r  

approval of  a final r a t e  s t ipulat ion.  Concurrent w i t h  t h i s  motion 9 C A  

f i l ed  a notion for an amendment t o  the procedural schedule. On August 9,  

1964,  t h e  Comission i s s u e d  an order se t t ing  a hearing date  of August 21, 

3984, and strying the prmCura1 schedule unci a f ina l  decision was 

rendered on t h e  j o i n t  motion f o r  appraval of the f ina l  r a t e  s t i pu la t ion .  A 

bench ruling ~ 2 s  handed dawn on August  21 a p p r o v i n g  the f ina l  r a t e  

s t ipu la t ion .  

The f i n a l  r a t e  stipulation provides  a f inal  revenue requirement of 

$217,594,000. F o r  purpo% o f  t h e  f inal  r a t e s ,  the current  negative 
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adjustment t o  the PGA o f  0.182 ?ercent for gas leases will be  reduced to 

zero. The f i n a l  revenue-recuire!neat represent; a reduction from the 

approved s t i7ulated interim reveiue requirement for l a )  $188,000 

a t t r ibu tab le  t o  imputing an i n t e re s t  deduction t o  the p o r t i o n  o f  r a t e  base 

financed by the JOIC, and IS) 5828,000 a t t r ibu tab le  t o  :he difference 

bebesn  deferred federal incme t a x e s  computed 3 t  an e r fec t ive  r a t e  o f  

41.63 percent and a t  the statutor:i ra te  of 46 percent. 

r a t e s  and PGA will  be d e t e n i n e c  t 3  be effect ive for gas meter readings on 

and a f t e r  Commission approval of  r a t e  s chedu l s  t o  be f i l ed  implementing 

r a t e s  i n  accordance w i t h  t h e  f inal  -ate s t ipulat ion.  The f inal  gas r a t e s  

will be determined on the b a s i s  3f a n n u a l  revenue requfrements for the 

12-month  calendar t e s t  p e r i o d  ending December 31, 1983, as adjusted.  

Company wiil  have 30 days from 3 g p r a v a l  of the final ra te  s t i pu la t ion  i n  

which e i t h e r  ( a )  t o  f i l e  f inal  r a t 5 5  in accordance with the f ina l  r a t e  

s t i pu la t ion  or ( b )  t o  apoeal t o  t n e  Iowa D i s t r i c t  Court f o r  Scot t  County 

the JDIC and effective t a x  r a t e  is;-es. 

Revised gas base 

The 

Having reviewed the s t ipulat ion and the record supporting the 

s t ipu la t ion ,  we shal l  approve, w i t h  great reservation, the f i n a l  r a t e  

s t fpula t ion .  

s t ruc ture  on the gas consurer. Natual gas sales in Iowa contlnue t o  show 

a ma-ked decline whi\e thc volcmn 07 gas purchzsed by gas companies has  

Me are greatly concsrned a b o u t  the e f f e c t  o f  the current r a t e  

e i the r  remained constant or incr?as-0. Due t o  technological advances i n  

methods o f  conservation, changes i n  the s t ructure  of family housing, and 

fuel switching, gas consumption per customer appears t o  be i n  declfne. We 
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need only look a t  the s t a t i s t i c ;  provided by the Compa n i  s offered 

tastimony t o  I l l u s ' t a t e ' t i i s  oroblen. Mhile Company's res ident ia l  s e w i c e  

increased by 2700 households, ac t i a l  ras ident ia l  s a l e s  declined 10 percent. 

Therein l i e s  the dilmna--who w f 1 1  pay f o r  the gas not  consumed? 

avvage cus tmer  must pay h i g h e r  priccs f o r  using ?ess gas ,  why should the 

custcmer conserve at. a l l ?  Fixed c s s t i  cannot continue t o  be spread among 

remaining volur.ies. iu r theraore ,  we do no t  believe t h a t  any i n c n a s e  

a t t r ibu tab le  i n  p a r t  t o  reduced gas s a l s  has a negl igible  impact on 

consumers. Uhatever the percentage increase,  it i s  both unjust and . 

unreasonable t o  ask consuiners t o  pay for gas they have n o t  used, The time 

has come for an adequate and i?novat?ve s o l u t i o n  t o  t h i s  serious prablem. 

In the future, gas d i s t r i b u t i o n  ccmoanies must present viable a l te rna t ives  

t o  this Comission concerning the spreading Of constant f ixed costs--the 

"business as  usual" method of spreading these costs over d w i n d l i n g  sales  

volumes i s  simply no longer workahis. 

serviced and for  t he  gas d i j t r i bu t ion  companies t o  remain vlable  i n  t h i s  

s t a t e ,  the changing market conditions must be addressed fu l ly  and 

promptly. 

I f  the 

- 

In order for  cus tmers  t o  be 

IT IS THfREFORE ORDERED: 

1. 

approved. 

The j o f n t  motion for approval of t h e  f inal  r a t e  s t i p u l a t f o n  i s  

2. Company sha l l  f i l e  t a r i f f s  implementing f i n a l  ra tes  consistent 

w i t h  t h e  s t i pu la t ion .  The f inal  rates will become ef fec t ive  upon 

approval.  
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3 .  On or before the expiration o f  30 days from the date of  this 

' order, Company shall submit for consideration and approval a p lan by which  

refunds shall be made t o  cxtomerr i n  accordance with  the stipulation and 

a t tached  schedules. 

statement indicating no refunds are necessary and submit supporting data, 

for  i t s  conclusion. 

If  no refunds are required, Company shall f i l e  a 

IOUA STATE COMMERCE COMMISSION 

II 
', 

ATTEST: 

Dated a t  Des !b ines ,  Iowa, this 29th dqy o f  August, 1984. 
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IN RE: ) 
) 

COMP.kT 1 
ICWA-iiLINOIS GAS AND ELECYRZC ) COCKZT NC. RFU-b4-23 

FINAL UTE.  ST:?UWTLON 

AiCTICS5 I 

Backqrscnd An< Sumnarv 

On May 11, 1994, I?wa-:llicols Gas and Electric Company 

(Company) filed prsposec g r r  tariffs identified as  TF-84-179 

and TF-84-180. TF-84-179 represented a revenue increase of 

57.675 million arnually o r  a 3.5 2ercer.t annual increase 

above the rates which were  then ia effect. TF-84-130 

represented an interim ixrease of approximately $6.141 

million, approximately EC percent of t h e  proposed general 

increase requested. 

On May 30, 1984, Lle ConmissLon docketed the case as a 

formal proceeding and instituzed an investigation into the 

reasonableness of both the ir.rarin and proposed final rates. 

A prehearing conference was h e l d  on June 4, 1984, at 

which time the pcssibility of settlement and the 

establishment of a procedural schedule were discussed on the 

record. Upon the parties' waiver of the requirement of a 

proposed dec i s ion  if less Than Vdo Commissioners are present 
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at all phases of t i e  evidentiary proceedings, t h e  procedural 

schedule was mended. Consumer comment hearings were held 

on June 7 in Davenport and on June 13 at For2 Dodge, Iowa. 

There are na forma!. ictcrvenors. 

On August 3 ,  1984, the Cmnission approved an iNTERIN 

UTE STIFULATION which prgvided Eor interim gas r a t e s  to be 

s a t  in this Docket to produce annual revenues of 

$218,610,000, or a :eveme incre2se oE $5.275 rnilllm above 

t h e  rates previously in effect and a reduction of the 

current negative adjustment to the PGA of 0.182 for gas 

leases to zero. 

AXTZCL3 I1 

Ournose 

This Final Rata Stipulaticn has been prepared and 

executed by the signatory parzies for the purpose of 

resolving a l l  issues before the Commission in Docket No. 

RPU-84-23 but reserving to Company the right, within thirty 

days of the Commission's order qproving this Final Rata 

Stipulation, to either file rates in accordance w ? * h  this 

Stipulation or to file an appeal to the Iowa District Court 

f o r  Scott Coiicty regarding the sabe Job Develspment 

Investnent Credit (JD::) and effective tax rate issues which 

are currently pending in t h e  appeal of Iowa-Illinois' 

-2- 
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e l e c t r i c  case, Docket No. LX;-a3-22 ( S c o t t  County District 

Cour t  No. 6 5 0 7 6 ) .  

The at tacked Schedules represent a f i n a l  revenue 

requirement of $217,544,000. For the purpose o f  t he  f i n a l  

r a t e s ,  the cur ren t  negative adjustsent  t o  the PGA of 0.182 

f o r  gas l e a s e s  s h a l l  be red-ced t o  z e r o .  

The f i n a l  revenue requirement s t i p u l a t e d  here in  

rspreser. ts  a reduction from the  approved s t i p u l a t e d  interim 

revenue requirement f o r  ( a )  $188,3CO a t t r i b u t a b l e  t o  

imputing an i n t e r e s t  deductior. t c  t he  po r t ion  of  r a t e  base 

finaaced by t h e  JDiC and (5) $82n,000 a t t r i b u t a b l e  t o  t h e  

d i f f e rence  between de fa r r i zg  federal  income t a x e s  a: an 

e f f e c t i v e  r a t e  o f  41.63 perz5r.t ra ther  than a t  the s t a t u t o r y  

r a t e  of 46 percent .  

In  i t s  Apri l  25,  1984 Order i n  :ocket No.  RPU-83-22, t h e  

Commission adopted an ar i jusbent  t o  impute an i n t e r e s t  

deduction t o  t h e  port ion of r a t e  base financed by the JDIC, 

f ind ing  such adjustment ircpuzes %\e t ax  l i a b i i i t y  f o r  +&..e 

purpose o f  s e t t i n g  r a t e s  and i s  n o t  a determination of 

ac tua l  t ax  l i a b i l i t y .  In  t:x same Order, t h e  Coimissior. 

adopted an adjustment t o  ca lcc la te  defer red  f e d e r a l  ir.come 

taxes  at a rate of 41.65 percent r a the r  than a t  t he  46 

percent  s t a t u t o r y  r a t e  a f t e r  concluding t h a t  Treasury 

Regulation Sect ion l . l 6 7 ( ~ ) - l ( h ) ( l ) ( i i i )  permitted the 

-3- 
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d e d u c t i o n  of state income t a x e s  c a l c u l a t e d  I n  accordance 

w i t h  s t a t e  law i n  t h e  c a l c u l a t i o n  of  f e d e r a l  d e f e r r e d  income 

taxes u s i n g  stra.ighc-lice d e p r e c i a t i o n .  I o w a - I l l i n o i s  

d i s a g r e e d  that t i c  COKP'--~ .,,aa,on should make -Aese two 

adjusrmrr.ts and appea led  Lye t i r o  i6sucs t o  the Iowa D i s t r i c t  

Court f o r  Scott C o u ~ t y .  I o w a - I l l i n o i s  con:inues t o  d i s a g r e e  

that  such a d j u s t a e n t s  should  be nade i n  '&is Docket and 

i n t e n d s  t o  appeal  t h s e  sane i s s u e s  to the  Iowa Di s t r i c t  

Court f o r  Scott C o u ~ t y  pcrraa=.r to +he provisions o f  A r t i c l e  

X of t h i s  F i n a l  Rate S t l y l a t i c s .  By approving t h i s  F i n a l  

Rate S t i p u l a t i o n ,  the Commission can f a c i l i r a t e  

a d m i n i s t r a t i v e  and j u d i c i a l  e f f i c i e n c y  by p e r n l t t i n g  these 

two i d e n t i f i e d  i s s u e s  i:: t h i s  3ocke t  t o  ne c o n s o l i d a t e d  and 

h e a r d  w i t h  the two i d e n r i c a l  i s s u e s  i n  t h e  appea l  of Docket 

NO. RPU-83-22. 

L X i C L E  111 

Joint Motion 

Upon execution o f  this F i n a l  Rate S t i p u l a t i o n ,  the 

s i m a t o r y  p a r t i e s  shal l  f o r t 5 w i t h  f i l e  the same with the 

Commission toge-her w i t h  a j o i n t  n o t i o n  r e q a c s t i n g  that t h e  

Commission i s s u e  an order approvlzg t h i s  F i n a l  Rate  

S t i p u l a t i o n  i n  i t s  e n t i r e t y .  ; r i t h o * ~ t  condiz ion  o r  

modi f i c a t i o n .  

-4- 
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A X I C L Z  IV 

C s n l i r i m  2recedent 

This F ina l  Rate Bt laulaf ion shall no t  become efEective 

un le s s  and u o t i l  <le Com~issic:: en te r s  an order aparoving 

t h e  same i n  i t s  . en t i r s? i ,  w i t 5 . o ~ ~  condi t ion  o r  modification. 

.Li"ICLZ v 
P r i v i l e g e  an< Limitat ion 

?his F ina l  Rare S t i p l a z l o n  is inade pursuant t 3  i c v a  

Code Section 1 7 A . 1 0  (i583) and Iowa P.clnir.. Code 2 3 0 - - 7 . 7 ( 4 )  

and 7.10(2) ana s h a l l  becsrne binding upon %he s i g n a t o r y  

p a r t i e s  upon its e x e c u t i m  ?rovided, however, t h a t  ii C,is 

F i n a l  Rate S t i p u l a t i o n  6oes not become e f f e c t i v e  :a 

accordance with A r t i c l e  IV above,  it shall be n u l l ,  vo id ,  

and pr iv i l eged .  This Fiial Rizs  S t i p u l a t i o n  i s  in5ended t o  

r e l a t a  o n l y  t o  the s p c c i i i c  rnazters r e fe r r ed  t o  herein;  no 

s ignatory p a r t y  waives any c l a h  o r  ri5h.ht which it may 

otherwise have w i t h  r espec t  t o  any mat ter  not expressly 

provided f o r  he re in .  I: i s  s p e c i f i c a l l y  understood and 

agreed that n e i t h e r  the  signatory p a r t i e s  nor the Commission 

shall be deemed t o  have approved, accepted, agreed o r  

consented t o  any raternakin9 p r inc ip l e  o r  any method of  cos t -  

of-service deterrninat icc ,  C ~ S Z  alLocation, p r o p e r t y  

va lua t ion  o r  r a t e  desip;?, undcrlying or supposed t o  uzder l ie  

any of the prov i s ions  of  t h i s  E i > a l  Xate St ipula t ion ,  o r  be 

-5- 
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prejudiced thereby i n  any -CUtur* Iowa-I l l ino is  Gas and 

E l e c t r i c  Compacy r a t s  proceedi-5 o r  any other proceeding. 

P3TiC'Z VI 

Rate P s r i o d s  

Revised gas base r a t e s  and PGA s h a l l  be de t emined  t o  be 

e f f e c t i v e  for  gas neter  rekdings on and a f t e r  Commission 

approval of r a t e  schaduler t o  be filed implement in^; r a t e s  i n  

accordance wit2 this F i z a l  Raze St ipu la t ion .  These rates 

shall continue i n  e f f e c t  xcti? changed i n  accordance with 

Chapt.-r 476 o f  t he  Cade cf :own (1383), as amer.ded, o r  

further order  of the Commission. 

' 

AXTICLE V I 1  

Test  Period 

The f i n a l  gas r a t e s  s h a l l  be 5 e t e r s i m d  on t h e  b a s i s  of 

an annual revenue requirement f o r  the 12-month calendar t e s t  

per iod ending December 31, 1983, adjus ted .  

ARTZCLE VI11 

Revenue Reaui renents  

For t h e  purpose o f  '25:s proceeding, the s igna tory  

p a r t i e s  s t i p u l a t e  t h a t  f o r  t h e  t e s t  year  ending December 31 ,  

1983,  t he  Company's r a t e  base,  o v e r a l l  c o s t  o f  cap iza l  and 

f i n a l  revenue requirenenr a r e  t h o s e  shown on t h e  Schedules 

a t tached he re to  and made a p a r t  h e r e o f .  

- 6 -  
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A X I C L Z  IX 

3 a t e  E e = i q n  

The Compaay filed r a t e  l es iqr ,  changes pursuant to a C o s t  

of service study. %e si57.at3ry aa r t i e s  agree t h a t  tne rate 

design changes 3roFosed by the Company should be 

implementod. 

A X I C L S  x 
Tariffs 

Company s h a l l  have t>.izzy (3C) day6 from the dr ts  of +he 

Commission o r d e r  appr0vir.g t h i s  F i z a l  Rate Stipulation i n  

which to either (a) file fi-al ra:es in accordancs v i t h  this 

Final Rate Stipulazion 3: (b) appeal to the Iowa District 

Court f o r  Scott County the J ~ I C  and the ef-iective t~ r a t e  

issues described herein and. o b t a i c  a s tay  of t he  f i z a l  rate 

level f r o m  the Commission o r  ;he Co'Jrt, thereby continuing 

to collect t h e  interim :ates, 31,0i5,000 of whi:h s h a l l  be 

collected subject to refunb pendirq disposition of " 1 4 e  t w o  

appealed issues. For the pur?ose of such an appeal, the 

evidentiary record regarsing these two issues i3 Docket No. 

RPU-83-22 shall be adopted and deemed t h e  record b e f o r e  the 

Commiszion i n  this proceeding, Zockot N a .  R?U-04-23. 

OCA sha l l  n o t  seck judicia? review of this Sinal Rate 

Stipulation or the Cornmissisr. order approving same ~ c r  s h a l l  

it object to a sta:! .of ?:-.e f i r . a l  ratc level being e n t e r &  by 

- 7 -  
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t h e  Commission o r  t h e  C o c r t .  OCA may, however, c o n z e s t  the 

Company's judicial q F e a ?  of said JDiC and cffect i i re  tax 

r a t e  issues. 

The parties h e r e t o  shall urge t he  Commission t o  approve 

this Final Rate Sti?clatfon as pronct iy  as possible to 

enable appeal of t k , e  ,?)IC aca  the e f fec r ive  t a x  rate issues 

for c o n s o l i d a t i o n  with t 5 e  appeal of &&e same i s s u e s  from 

Docket No. RPU-03-22, c x r e n t l y  pending before t h e  Iowa 

Districz C o u r t  for Scstt C o u n t y  ir. Case No. 69075. 

IOWA-ILLINOIS GAS AND ELECTRIC 
c0EIp.w 

/ 
BY 

Edward J. %art- n 

Attarney for the 
Office of  Consumer Advocate 
i u c a s  State Office Building 

BY Ah/ 9F& 
' 3 ren t  E.  Gale  

A t t o r n e y s  for 3es Moines, Iowa 50319 
Iowa-Illinois Gas asd E l e c t r i c  

206 East Second S t r e e t  
P. 0. Sox 4350 
Davenport ,  Iowa 52808 

Dated t h i s  7 2  day of  AuTJst 1984 Dated this 

Company 

day o f  A u g u s t  1984 

-a- 
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F u l l  
Page 1 

L i n e  
No 1 - 

1 

2 

3 

4 

5 

IOWA-ILLINOIS GAS &‘ID ELECTXiC COMPANY 

Capi :a 1 i z a ti on 

C 0 5 t  Of 
Descr rDt lcn  J S O O O l  R a t i o  Capita’, 

(1) ( 2 )  ( 3 )  (4) 

Long- t e n  debt $363,411 48.0% 3 . 0 5 %  

Preferred and 
p r e f e r e n c e  stock ioi,30a 1 3 . 3  9.64 

Total long-term debt 
and preferred and 
p r e f e r e n c e  stock $464,719 61.37; 

Common e q u i t y  2 9 2 . 3 i a  3 0 . 1  14.64 

Total c a p i t a l i z a t i o n  5757,697 100.0% 

Compo si t e 
Cast of 
C a D i  t a 1 

( 5 )  

4.34% 

1.28 

5 . 6 2 %  

5 .67  

11.29% 

- 
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Line 
No. - 

1 

2 

3 

4 
5 
6 
7 
8 

9 

10 
l?. 
12 
13 
1 4  
15  
1 6  

17 

18 

19 

2 0  

F u l l  
Page 1 

ICWA-:LLINC!S G?.S ?A?: ELECTRIC COMPANY 

Iowa Gas Rate 3 a s e  a?.d Gas Lease Investment  
(SCCC) 

c 2 5 C r L 5 ti 37. 

(1; 

Gas p l a n t  (iccludes l a rd  n e l d  f o r  

AccamEl-;ed provis icr .  f a r  d e p r e c i a t i c n  
fur.;rs x s + )  

and am c r t l  z at i 31: 
N e t  g i s  plant ( ~ - x c l ~ ; S e s  gas  l e a s e s - n e t )  

( L i n e  1 min ’ is  2 )  

Add working c a p i t a l  comzocents: 
P repa id  g a s  su~ply 
Mazerials and sxpFlies 
Prepaynents  

Post pa-yments 
--:--, Cash ‘dcrking c =,-=.A ”a- 

T o t a l  Working c a p i i a l  
( S i n e s  4 thzz.JGf: 6 )  

Deduct : 
CJstomer aavacces f o r  cGnrtructicn 
Accumulated d e f e r r e d  1°C - 3% 
Unclained r e fund  aaoucts  
Customer d e p o s i t s  
R e s i d e n t i a l  c m s e r v a t i o n  s e r v i c e  r e s e n e  
Accumulated deEerred incame tax 

Total doauctions ( L i n e s  10 through 15 )  

Gas supply l o a n  

Total. r a t e  base  ( L i n e  3 p l - ~ s  Line 9 
minus  Line 16 zlus Line 1 7 )  

Investment  i n  g a s  i e a s e s  

Allowable rate base a n d  gas l e a s e  
inves tmr . ;  

Adjusted 
R a t e  Sase 

( 2  1 

$126,  os9 

43 ,54?  

S 8 2 , 5 5 0  

S 8., E06 
1 , 1 4 1  

220 
3,019 

( 2 , 1 9 4 )  

S 10,392 

s 896 
293 
10 

171 
546 

10.291 
$ 12,207 

S l,O@j 

$ a z . 4 2 0  

1, @?5 

S 84,31? -_ 



I. i nc __ NO.  

I. 

2 
3 
Ir 
5 
6 
7 
B 

9 

rn 

IOWA-ILLINOIS CAS AND E L C C l R l C  COMPANY 

Iowa Cas Net  Operating Income 
Test Y e a r  Ended Ucccmbcr 31.  I983 

(SO00  1 

nescrl P tian 
0 1  

o p e r a  t i n y  revllnues 

nperaLing expenses 
o p o r a ~ l o n  and nslntainence enponhns 
Ueprsclntlon and anortlzatlon 
O t h e r  LRxe5  
l n c ~ n e  tares--Fcdcra 1 
liicome t n x e s - - S t a t e  
UaI'erwxJ tnxes 
InvestIucnt t a r  cred l t  

T o t a l  o p e r a t l n g  enpenres  
I I lnus  2 thmuylr 8 )  

Operating income 
( L i i w  1 mlrius Llne 9 )  

AlfJusLed 
opera t i iiq 

1 nmmr 
--I si-- 
S 1 3 A I  

$196,052 
4. 1011 
2,6113 
2 . 1 8 3  

5s I 
( 1 , 1 7 Z )  

-F2 

S?eL Fen 

S r . l c l r f r  

L I flu 
N u  jL  

1 

2 
3 
4 
s 
I 
7 
H 

9 

10 
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1 Q S  

2 A. 

3 

4 

5 

6 Pa 
7 A.  

8 

9 

10 

11 

12 

1 3  

14 

15 

16 

17 

18 

19 

20  

21 

22 

IOWA-ILLINCIS GAS AND ELECTRIC COMPANY 

Iowa Stare Commerce Zommission - Docket No. WU-84- d 3  

3irect Testimony of Donald H. Shaw 

Please state your  name, business address and position. 

Donald H. Shaw. My business address is 206 East Second 

Street, Davenport, Iowa, and I am Vice Presiaent- 

Zinance, aad a Director, of Iowa-Illinois Gas and 

Electric Company. 

Please describe your  education and business experience. 

I received a Bachelsr’s Degree from Harvard College in 

1942 and entered the U. 5 .  Army in November of that 

year. During a Liree-year period of military sewice I 

was commissioned following a csurse at the Barvard 

Business School, and served For two years as a 

statistical officer, attaising the rank of captain. 

In 1948, I rpceived the Juris Doctor Degree from 

the College of Law at the University of Iowa. 

From June 1948 to December 1955, I practiced law as 

an associate in the firm of Sidley & Austin in Chicago, 

Illinois. 

I have been admitted tc the Bar in Iowa and 

Illinois and am a Certified Financial Plarner. I tm 

also a Registered Izvestiient Advisor under the Investor  

Advisors’ Act, which is .adninistered by the Securities 

and Exchange Commission. 
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e 
I 

e 

1 Q. 
2 

3 

4 A .  

5 Q- 
6 A .  

7 

a 

9 

10 

11 

12 
13 

14 
15 
16 
17 
18 

19 
20 

21 Q. 

22 

23 

24 A .  

25 

26 

27 

is it poss ib le  t o  d c t c m i n e ,  under var ious  a s s m p t i o n s ,  

what re turn  on common tqui ty  i s  requi red  t o  assure a 

p a r t i c u l a r  coverage level? 

Yes. 

Can you i l l u s t r a t e  this nethod? 

Yes. We s t a r t  by assuming a noma1  coverage objec t iva  

of 2-3/4 t o  3 times a f t e r  income t a x e s  and a c a p i t a l  

s t ruc tu re  s imi la r  t o  Cia= of t i e  Company a t  December 31, 

1983, adjusted t o  include $25,OCO,OOO of 11-1/2% F i r s t  

Mortgage Bonds issued i n  February 1904. "his can be 

i l l u s t r a t e d  a t  follows: 

Percent 
Percent  
Cap i t a l  Return 

39.5 common equi ty  x 19.0% 7.11% 
12.7 prefarred and 

preference x 9.7% 1.23% 
47.0 long term debt  x 9.2% 4.40% 

12.74% 

12.74% Capital  re turn  = 2.30  t i n e s  
4.40% debt i n t e r e s t  

In terms o f  i n t e r e s t  coverage rawirernents, what do you 

consider a minimum leve l  of common earnings expresoed as 

a r a t e  on common stock equi ty? 

Taking i n t o  account a l l  presen t  c i r c w s t a n c e s ,  about 

10%. This is based, first of a l l ,  on a conclusion that  

t h e  objective should be, under normal circumstances, 

a f t e r - t ax  coverage of long-tern d e b t  i n t e r e s t  of 2-3/4 

n 

r 
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equitgr arrive6 at by adjustiag for inflation occurring 

over +he paat 42 years .  In other words, i n  terms of 

protecting t h e  ?urchating power during this inflationary 

peri jd ,  +he cornsor. stock investor would not be realizing 

earnings of 3:; but earnings of 8.33%. Allowing for the 

dilution i n  realized earnings attributable to an 

eotisated f i v e  prcent cost of issuance of common 

shares, the real earnings rate to shareholders would not 

be 8.33% bu: 7.31%. 

Accor5ing to <:is exh ib i t  the Company added $31,543,000 

to its cmmon s q u i t y  i n  1383. If t h e  Company i r  allowed 

an 18% raze of return on its common equity, under your 

method what would be t h e  aarnings rate on t h a t  new 

common equitqr added in ?983? 

It would be ear-ing at Lhe rate of 8.33% because it was 

added in 1983 asd had z o t  been adversely affected by 

experienced iaflazion since its inclusion i n  -de 

Complcy's capital base. 

c a p i t a i  would no= be entitled to a higher return in 

future years oitler unless and only to the extent there 

is exTericsced inflation after 1983. 

What would happe'n to th.e overall rats of return 0:: 

C~INIIOT:  equity ir. fiaturz years if inflatian should cease? 

That particular slice of 

a ,-. 
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experienced in f l az ion .  as demonstrated by this schedule,  

would meet thase ob;ectives. 

Do you have an opinian as t o  what m i n i m u m  r a t e  of  r e t u r n  

appl isd to such an adjusted book common e q u i t y  would 

permit t i e  on-going a t t r ac t con  of  common'equity by t h a  

company and hence the a t t r a c t i o n  of  medad s e n i o r  

c a p i t a l  a3 *del:? 

Yes. I believe C-e miaimum r a t e  t o  accomplish these  

pu,rposes would St about 8-1/2%. O f  t i e  t o t a l  of 8-:/2:i, 

the allowance f o r  pure money c o s t  i s  i n  the range of 3 -  

3/4% to 4-1/4%. 

the rare 05 i n t e r e s t  required i n  a non- inf la t ionary  

economy t o  cause po ten t i a l  savers  t o  defer enjoyment Of 

use o f  thei: money i n  s u f f i c i e n t  q u a n t i t i e s  t o  s a t i s f y  

given c a p i t a l  iequirenenrs.  The r a t e  i s  a f f e c t e d  by 

p o t e n t i a l  c a p i t a l  demands as  well as by s o c i e t y ' s  

propensitias o r  pred ispos i t ions  toward consumption 

(spending) or saving (deferred b u t  enlarged 

consumption). The r a t e  has of t en  been es t imated  a t  o r  

slightly below 3%. I believa t h e  rate is c u r r e n t l y  

higher than t h a t ,  p r i n c i a a l l y  f o r  three reasons.  First, 

the  po ten t i a l  saver r e a l i z e s  t h a t  r e t u r n  on i n v c s b e z t  

( i n t e r e s t  or dividends) Is sub jec t  t o  income taxes  azd 

a t  increnental  r a t e s  which a r e  higher f o r  most savers 

Pure money c o s t  can be thought o f  as 

- 3 2 -  
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than h i s t o r i c a l l y  was <:e case; it *bus takes a higher 

pure money c o s t  t3 p r d u c e  the deferred enjoyment 

through saviag ',an it formerly did. Secondly, t h e r e  

a r e  huge dernards f o r  capita: (soma of t h e m  comected  

wi th  energ.1 needs) f o r  saving t o  s a t i s f y ,  requi r ing  a 

comparably high pure ncr.ey c o s t  to a t t r a c t  t h e  funds 

requi red  t o  neet  t h m .  Zi.?ally, soc i e ty  ha3 been aoving 

toward emphasis on s a t i s f a c t i o n  of  i nd iv idua l  and 

s o c i e t a l  needs and des i r e s  i n  the short tern 

(consumpZion) w i L 5  re laz ive  neglect of long-term 

cons idera t ions .  

minimize personal risk and hardship (such a3 Sacial 

Secur i ty )  have lesser-ed people 's  incentive t o  save 

aga ins t  Fceaible adversi ty  whiie d i r e c t i n g  much o f  

s o c i e t y ' s  cash flow :o current  consumption. Thus, while 

c a p i t a l  demazds a r e  h-lzh, the personal savings r a t e  16 

at a l l - t ime  lows. 

Societ'y's emphasis on programs to 

Much a t t e n t i o n  has been d i r ec t ed  i n  the recent  and 

currrnt f i m s c i a l  p ress  t o  the high l e v e l  which r e a l  

i n t e r e s t  r a t e s  have reached, of ten referring t o  the wide 

spread between cur ren t  i n f l a t i o n  ratas and cuzrent  

i n t e r e s t  r a t e s .  A f t e r  discussing c u r r e n t  condizions i n  

the capita!. markets, Data Resouxes,  Inc.  i n  i t s  "U. 5 .  

Forecast  Summary" for November 1982 s t a t e d :  "Assuming 

-33- 
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these factors, one must conclude that t l e  real level of 

interast razts w i L l  not return to the low figures that 

prevailed over most of +the postwar period. The 9% peaks 

may Sa safely behind LS, but a return to levels below i% 

d o t s  not ¶earn In the cards." 

The allowaccc far risk can be viewed as 

compensation €0: L l e  risk inherent in t h e  camman stack 

component of the Company's capi ta l  structure as compared 

with I riskless investaent in securities of the United 

States Tzeasury. 

companies is ohvaously kiqher than it has traditionally 

been. Nany obserrers  now consider it to be as great as 

the risk in the common eq-Jity of major industrial 

enterprises, such a6 t h o s e  represented in the Standard & 

Poor's QOO industrial companies. 

5 i s  r i s k  for electric and gas utility 

Of significazce is estimating investor common 

equity risk premiums is i*e Ikhotoon and Sinwefield 

study of.the period 1925-1981 (Stocks, aonds, B i l l s  and 

Inflation: the ?ast and r:?e Future, 1982 Edition), in 

which the authors find 6.1% as t h e  historical achieved 

r i s k  premium of Standard & ?cor's 500 stocks aver long- 

term U. S .  Goverment bonds. A similar study ( A  Half 

Century of Returns on Stocks & Bonds) by Fisher and 

Lorie found a= achieved risk premium of 5 . 6 %  over the 

-34- 
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period 1925-1975. In  ',".e l a t t e r  ~t; ldy,  the zuL\ors a lso 

ca lcu ia ted  +Ae 1 8 m l t s  on a consuzer-price-level-  

adjusted b a s i s  and fourd a risk premium of  5 . 4 % .  

four  co-auLyors of these  t w o  books have been associated 

w i t k  *he Center for Xesearch i n  Secur i ty  Pr ices  a t  the 

University of CSizago. 

The 

I consider t l c  allowance f o r  risk of the  common 

e-ity of %e Ccnpany appropr ia te ly  t o  be i n  *he range 

of 4-1/2% to S - l / t X .  

i n  a non-i-flationazy econcmy, an a-1/2% r c tu rn  on 

common equi ty  could be ac:ommodated within an overa l l  6% 

r a t e  of r e t u r n ,  wi+&. 3or.ds ca r ry ing  an i n t e r e s t  and 

preferrod a dividend race o f  about 4-1/2%. 

Please descr ibe  Sxhibit 23 (3HS-4), 

I t  is a s t a t i s r i c a :  fdoulazion I have prepared which 

develops and shows the re turn on in f l a t ion -ad jus t ed  

common equi ty  of  t h e  Company a c t u a l l y  earned i n  each 

year  ftom 1960 &Arough 1983. The common equi ty  base has 

been adjusted,  year-by-year, f o r  i n f l a t i o n  between 1941 

and t h e  year being sC-died. Column €3 shows t he  re turn  

on common s q u i t y  as conventionally determined and Coiumn 

I ahows it i n  constanc, purchasing powor values.  

Do you have any obse-mations with respec t  t o  +he figures 

i n  Column I? 
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m e  PxhLbit demcnstzates t!at even i n  1960 k? ad jus t r en t  

upwar:! of  41% i n  t h e  mmnon e q u i t y  base was required i n  

order t 3  ger  a meaningful r e l a t i o n s h i p  between cur ren t  

common earnings ar.d the h i s t o r i c a l  common ewity base. 

The f i n a n c i a l  r e s u l t s  35 the inid-1960's wert favorably 

af fec ted  by s t a b l e  p r i c e  l eve l s :  high grovr2. i n  e l e c t r i c  

and gas salts volxnas; l o w  u n i t  cons t ruc t ion  and low 

energy (coal and gas) cos t s ;  low construction aad 

f inancing requizemenca; accrual of  f a i r  value 

deprec ia t ion  under Iowa j u d i c i a l  dec is ions ;  and 

corporate income tax reduct ions.  The results were 

achieved desp i t e  reduct ions i n  r a t e s  In 1964 and 1965.  

For t he  10 years  1960-1969 tbe earnings on adjusted 

eqvi ty  averaged 9.aX. I;: no year  s i n c e  1970, however, 

have they been as high a6 8.Q%, and f o r  t h e  l a s t  five 

years 1979-1983 averaged only 7.1%. The unadjusted 

earnings r a t e  i n  1983 was 20% above the 1960 level ,  bu t  

the adjusted r a t e  ia 1963 was 18% below it, showing t h e  

e f f e c t  of high i n f l a t i o n  r a t e s  dur ing  mo3t o f  tha 

period,  

Based on t h e  m e t h d  of estimating common equi ty  require' 

r e t u r n  which you have dezcribed, i n  your opinion what i s  

a f a i r  and reasona3le  ==turn  on common equi ty  i n  Liis 

proceeding? 
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I bel ieve <qat a re?d:.r?: of 18% on khe Company's common 

equ i ty ,  as applied t o  an o r i g i n a l  c o s t  r a t a  base, would 

be f a i r  and reasonaSle as  determined undez tiis mszhod. 

Does your recommendation inc lude  an a l l o w a x e  f o r  

issuance e q e n s e  and market pressure? 

Yes. 

1 s  it necessary t o  apply an expense a l l o w a c e  t3 t h e  

enzi re  common equity? 

Y ~ s .  The wnole o f  -;e q u i t y  i n  a co-zporation is 

derived f r o m  tke  c a p i t a l  t h a t  has been r a i sed  from the  

outside, and i f  the?e had been no expense connected w i t h  

these outs ide  issuances,  the per share results (eaznings 

and dividenrls) and %\e recained ea rc lng r  woulc? alwa'ys be 

b e t t e r  or. a11 o f  t h e  ccrporacion's outs tacdinq  shares. 

L e t  ne i l l u s t r a t e .  A s s m e  %\at A starts a Sus i r~eas  +hat 

requires 510,COC of h i s  money i n  the f o m  o f  1,000 

shares of common s tock  valued at '$10 each. 'Trs business 

prospers and over the course of t h i r t y  years Corporation 

A retains 50 percent  o f  its earn ing  and splirs , i t s  stock 

severa l  t imes,  some of  which A s e l l s  o r  gives away, 

making i t  a public co-Toration. Now Corpcration A has 

100,000 shazas outstar.ding, each w i ' h  a book value o f  

S1C.00 f o r  t i t a l  c o i m ~ ~  equity cap i ta l  of Si,COC,OCC.. 

C o r p o r a t i o n  A is earning 20% on its e q u i t y .  I f  tire 

-35- 
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shares  have a hook vriua o f  510.00 t a c h  and *&e earnings 

r a t e  is 20%. t he  earnizgs per share w i l l  be $2 .00 .  

Now l e t ' s  assume L5e zanc s e t  o f  f a c t a ,  except one, 

f o r  Corporation B, sta:?ed as an i d e n t i c a l  business  

t h i r t y  years ago, enjcylng success s i a i l a r  t o  . 

Corporation A .  CoTorarion B also required $iO,OOO at 

the outaet and a l so  p a i i  ou t  50:; of its i d e n t i c a l  

earnings i n  cash, rerai2ing t h e  balance.  I t  a l s o  had 

the same number o f  szoc'x s p l i t s  and had been made a 

public c o n o r a t i o n  t k ~ x g h  owner g i f t s  and owner sa.les 

of stock. The difference between the two s i t u a t i o n s  i s  

t h a t  A had aT1 che S13,COO i n  cash needed to s t a r t  h i s  

business which *.us bad nc expense of s tock  issuance,  

when formed o r  any time t h e r e a f t e r .  B, on the o the r  

hand, d i d  not have cag?;al, and the c o s t  of s e l l i n g  B 

COrpOration'S stock eqxallcd 5% of the net proceeds o f  

$10,000 received by 3 Co-Toration. B Corporation has 

from t he  begiraizg :?ne 5% more shares  outs tanding,  

including all the o r i g i c a l  stock and all issued on stock 

dividends.  So, w i t h i  a u n i t  va lue  o f  $10 each, 3 

Corporation issued 1,050 shares of common stock compared 

with the  1,000 Co-crscion A i s sued  o r i g i n a l l y .  
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!CWA-:LiI?JOiS GAS AND ELEC?XIC CObP.9NY 

Iowa Sfate Com.erce Commission - Docket No. RIU-84-33  

Direct Zestinony of P e t e r  C. Stimes 

Please s t a t e  your name, occupation, and business address. 

My name is Ptter C. Stiraes, and I am an Assittanc Vice 

Presiden-c of Cuff ar.? ?helps,  Inc., 55 Zast Monroe Street, 

Chicago, Illinois 5 C 5 0 3 .  

Briefly describe ycur educational background b”.d busiaess 

experience. 

In 1977, I received a Jachalor of Arts degree i r c  %istory.frorn 

the University of C5icago. In 1980, I rcceivad a Xasters 

degree in Business Administration, also from the Univexity 

of Chicago, v i 5  a specialization in Economics and an 

addi?ional concen:ra=ion in Finance. 

I joined Muff ard ?helps as a Security Analyst in 1981 

and wa: promoted to ’Ue gosicion of Assistant Vice ?resident 

in December 1963. Xy 2rinary responsibilities were (and 

still arc) to analyze iadividual utility compazics and their 

securities. This invesLnar:f research process entails 

collection of economic and financial data affecting a 

company‘s earning power ar.d financial position. f then 

analyze this informaxion and make a judgment or: the 

investment value o f  common stock o r  t h e  credit otar,ding of 

fixed income securizies. 

preparing, assisting in the prtparation of, ar.d sponsoring 

My additional du:ies include 



)MidAmerican Exhibit 8. I 
Page 461 of 654 

1 Q, 
2 

3 

4 A. 

5 

6 

7 

8 

9 Q. 
10 A .  

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 Q. 

22 A .  

23 

24 

Please  descr ibe  t k e  narke t  based approach you employed i n  

forming a judgment as =o a f a i r  r a t e  o f  re turn  on common 

equ i ty  f3r Iowa-Il'izois' gas operat ions.  

I analyzed i z v e s t o r s '  rrquiroments us ing  t h e  i a n i l i a r  

discounted cash f l o w  o r  CCF model. This model s t a t e s  L l a t  

LFle expected ret-J,11 ta a common stock investor  eqxals *he 

prospec t ive  dividend y i e ld  p lus  market p r i c e  appreciat ion 

r e s u l t i n g  from grow% ir. dividends per  share .  

What companies d id  y o c  use i n  your DCP ana lys i s?  

I made t w o  s tud ie s .  First, I considered a grou? of widely 

he ld ,  pub l i c ly  traded, investor-owned n a t u r a l  gas u t i l i t i e s  

having comparable risk. I n  s e l ec t ing  my sample, i choae 

those companies wizk a Value Line S a f e t y  Rank of 2 or  h igher ,  

which were publicLy t raded on the New York StDck Exchange, 

and which had a c a p i t a l i z a t i o z  between one k n d r a d  and f i v e  

hundred mi l l i on  d o l l a r s .  This cor res?onds  t c  the approximate 

$150 mi l l i on  o i  c a p i t a l  izvested i n  Iowa-I l l ino is '  gas 

opera t ions  and tine Ccmpany's Value Line Safety Rank of  2 .  

My second study was a DCF ana lys i s  d i r e c t l y  applied t o  

Iowa-I l l ino is .  

How did you compute t h e  dividenci y i e ld  for your  DCF ana lys i s?  

The common stack dividend y i e id  i s  the  expected dividend r a t e  

d iv ided  by LFle s t a c k  pr i ce .  

r e s u l t  f r o m  using a spot >rice, I used &&e average o f  montFlly 

To avoid d i s t o r t i o n  t h a t  could 
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high and low s tock  p r i c e s  For  *he twelve months ended March 

1984. ?or sack comsa..y, %\e dividend r a t t  used was the 

znnua!. r a t c  ir. efzact a t  the end of March 1984. 30th p r i c e  

and d i v i d e n l  da ta  were the  nost curren t  ava i lab le  a t  the  time 

t h i s  testimony vas prepared. 

Dividend yie::! i n f3mat io r .  Is ?resented i n  Exhibit No. 

15 and shows a y i e l d  3i 10.7% f o r  Sowa-Ill inois.  

Should growth\ rates 3e j ascd  only on h i s t o r l c a l  data? 

No ~ 

grout!!, f o r  %hat alcne 2rovides t h e  basis f o r  r i s i n g  

dividends acd expected p r i ce  appreciat ion.  Eur thmore ,  i n  

recent  years ,  inac?ewate authorized r e tu rns ,  d i l u t i o n  frsn 

below book s a l e s  of comon e q x i t y ,  and i n f l a t i o n a r y  expense 

increases  t n i c a i l y  lislted bo*& achieved r e tu rns  and pe r  

share growth r a t e s .  IE such instar-ces, growth r a t e s  

ca l cu la t ed  on t ! e  b a s i s  o f  pas t  achieved r a t e s  o f  return. will 

unders ta te  p re se rz  inves tor  expectations. 

Row d i d  you d e t e A i n e  appropriate  growth f a c t o r s ?  

Primarily, I r t l i a d  on fo recas t s  published i n  t h e  Value Line 

Investment Survey. 

c i r c u l a t e d  inves=ner.z S P N ~ C ~ S  i n  t h e  na t ion .  aecause t h i s  

investment research is sc widely disseminated ar.d because 

p ro jec t lons  a r e  genera?Ly h l i i e  w i t h  many o t h e r  rcsearzh 

publ ica t ions ,  Value Line Eorclcasts, whether they mater la l iza  

The in-r iszor '  s r e l e v a a t  considerat ion is prospeccive 

Value Line i s  one o f  t h e  most widely 
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o r  not ,  r spresent  a C:OSG section of na rke t  expectations,  

which, i n  tu rn ,  a r e  r e f i e c t e d  i n  s t o c k  markat grices. 

I n  ca l cu la t ing  a long t a m  growth factor, I made use o f  

the f a c t  t h a t  a “sus ta inable”  growth r a t e  o,f pcr share book 

value,  earnings, and, %\us, dividends equals  the product o f  

tiia earned =%turn or. comon equ i ty ,  or ROE, mulci?l i td  by one 

minus the rlisridend payout r a t i o .  The l a t t e r  is of ten  

r e f e r r e d  t o  as t h e  earnings r e t e n t i o n  r a t i o .  

I obtained an e s t i n a t e  of  the earzings r s t e n t i o n  r a t i o  

from Value Sine fo recas t s  of  ‘ 96 - ‘80  dividends and eaz‘ings 

per share .  I s i x i l a r l y  obtained an ROE es t imate  from t i e  

a r r e n t  ’86-’SB fo recas t  of “percentaga earned on comon 

equity”. Xowevor, I had t o  make an adjustment, s ince  Value 

Line c a l c u l a t e s  ics ROE‘S on Teriod-end rather tharr average 

common equity. To *&.e ‘ 8 6 - ‘ 8 8  Value Line ROE pro jec t ion ,  I 

t he re fo re  added back <?e mean d i f f e r e n c e  between average and 

pariod end common equity r e tu rns  based on *he mos? r e c c t  

f ive years  o f  avai lable  data.’ 

As an example, *the Value Line ‘ 8 6 - ’ 8 8  projec t ions  for 

Iowa-1l l ino is”s  dividends and earn ings  per share arc $3.00 

and $4.40, respect ively.  T?is equates  t o  a payout r a t i o  of 

.682, o r  a r e t en t ion  r a t i o  of  ,319 (1 - . 6 8 2 ) .  The published 

‘ 8 6 - ’ 8 8  ROE projection is 14.5%, which, adju3ted from a 

period end t o  average equi ty  b a s i s ,  i s  15.2%. The product of 
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15.2% and .313 is 4.3%. T k s ,  a long term o r  sus t a inab l s  

growth axpectazion for Iowa-I l l ino is  would be 4 . 8  per year. 

Crow+& r a t e  ca l cu la t ions  f o r  the eight comparison gas 

d i s t r i b u t i o n  companies aze d e t a i l e d  along w i t h  Iowa-I l l inois  

on Exhibit No. i b .  

Q. Do investors  take i n t o  accsunt d i s p a r i t i e s  between long term 

and shor t  t e r n  growty r a t e s ?  

A .  Yes. F o r  example, assume a company w i t h  5 year an t i c ipa t ed  

growth of per sharc earn ings  and dividends of lo%, which is 

then expected t o  5e followed by 6% "sus ta inable"  growk? 

the rea f t e r .  If  %\e under1:ring c o s t  of equity c a p i t a l  is  16%, 

the observed y i e l d  would be less than the 10% implied by 

subt rac t icg  from Lie cost o f  e q u i t y  the  long term 6% growth 

'expectation. This is because the market p r i c e  would 

incorporate ar.d discount more r a p i d  near  tern growth. 

However, i f  this observed narke t  yield were, say, 9%, t o  

which we added +Le 6% sus ta inable  growth factor, the 

r e su l t i ng  15% c o s t  of equl%y would be deficient. 

token, adding +&e near t e rx  10% annual growth rate t o  the 

observed y i e l d  would r e s u l t  i n  a 19% overestimate of  tke c o s t  

of equi ty .  Th c o r r e c t  grow-A f a c t o r  would thus l i e  somewhere 

between L5e 10% near term and 6% long tern growth r a t e s .  

By t h e  same 

Consequently, I a l s o  rolied on Value L ine  f o r  near t e r m  

( 6  year)  growth Eaczors. My es t imate  incorporates  '80- '82  t o  

-?9- 
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8 6 - ' 8 8  =ompormd growt? r a t e s  cf dividends f o r  Iowa-I l l ino is  

and 3ix of %?a* e i s h t  ccmparison companies. For t*.e o t h e r  two 

cornparisor. compariies Valse Line provided only a 5 y e a r  '81- 

' E 3  t o  ' 86- 'a8  growth f ac to r .  For  Iowa-I l l ino is ,  t he  near  

term ar-xaal grout'- =ate  ia dividends i s  f o r e c a s t  a t  5.0%. 

Bow d i d  yoc d e t e n i n e  a :omPosite o f  long term and near  term 

growth c s t i s a t e s ?  

I obtained a composite growtlh f a c t o r  by assiqning a tvo- 

thirds  weight t o  :he l o n g  :ern grswtl r a t e  and a o r e - t h i r d  

weight t o  tae near t e r J I  s=outh pro jec t ion .  I n  t h e  case o f  

Iowa-I l l inois ,  this weighting o f  4.8% long trnn growLh and a 

5 . 0 %  near term paca przduces a growth factor o f  4.9%. 

l 

A s imi l a r  procedure was appl ied  t o  t h e  e i g h t  comparison 

gas u t i l i t i e s  and is s e t  f o r t h  i n  Exhib i t  No. 16. 

Ba3cd on your ca l cu la t io s  o f  y i e l d  and growth comgonents, 

what is the market cgst  05  common equi ty  f o r  i owa- i l i i no i s  

and tl-e e igh t  comparison companies? 

Using a 10.7:: yieid and ar.d 4.9% growth f a c t o r ,  t h e  est imated 

cost of comman ecpizy f o r  iowa-I l l ino is  is 15.6%. For the 

e i g h t  comparison zatura l  gas u t i l i t i e s ,  the estimazes, a s  set 

fo r th  in Exhibit  No. 17, range from a minimu? o f  15.2:; t o  a 

m a x i m u m  o f  16.8%, wich a mean o f  15.8%. 

A r e  any fu r the r  adjus'dents co the c o s t  o f  equi ty  r e w i r e d  

for ratemaking pu-qoses? 

-20- 
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A. A floration 3r uxdeqmlcicg adjustnenr ia necessary because 

the nar. prgceeds of  a common stock s a l t  are t y p i c a l l y  3%-S% 

below the a m o u t  pafd by inves tors .  However, the earned r a t e  

of r e t u r n  f o r  t h e  Company is based on book equity,  which 

w i l l ,  o f  course,  =\erefore be lower than the market p r i c e  

pa id  f o r  the common stxk investment. 

Q. Could you show t h i s  more concretely? 

A. Yes. ? lease  examine Zxhibit No. 18. I n  this hypofiletical  

example, a company s t a r t s  operations and f inances i t s  

investment i n  u t i l i t y  p i an t  through an issuance of  common 

equity xiLh a rnarkec value of $1,000 t~ i nves to r s .  The net  

proceeds to t h e  company, however, are a l e s s e r  $950. WiLl a 

16% exgected marker r e t u r n  on iaves tvents  of simiiar r i s k ,  

( i . e . ,  a 15% uriadjustec! cost of cmmion equity), t h e  t o t a l  

return requirement t o  h v e s t o r s  is $160 (16% x $1000 market 

investment) .  For L?e  cgrnpeay t3 have earnings of Lbis same 

$160, though, t h e  achieved ?ecJrn on book equity must be a 

higher  16.8% ($160  divided by $950 i n i t i a l  book e q u i t y ) .  In 

the sacond year ,  a s imilar  s i t u a t i o n  prevails. 

The main point is t i a t  the return on book e w i t y  must 

exceed the market c o s t  c,' common equizy, by some 0.9% i n  this 

ins tance ,  even i n  t h e  secocd per iod when no additional common 

stack i s  s o l d .  

-21- 
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What is an apprspriare f l o ~ a t i o n  adjustaent  f o r  Iowa- 

I l l i n o i  27 - 
I f i r s t  considered %he d i f f e rence  between t h e  market p r i c e  

and net  proceeds t o  the Company of common stock 5a les  i n  the  

last few years .  P.e l a s t  publ ic  sale of common s tock  was 

made i n  1980 with t he  net  procrcds some 3.6% less  than the 

value of common stack Burchased by investors .  Comqon s tock 

s o l d  %!rough the rcic?estnent o f  investor dividends ha3 Seen 

issued at a pr i ce  5;: below -he market. 

these f a c t o r s  a?.d nakizg ailowance f o r  market pressure ,  a 4% 

net underpricing adjustmen: is warranted. 

Taking into account 

The adjusted y i e l d  'Y' i s  ca lcu la ted  as follows: 
,. 
c) 

y '  ..----- 
P(1-E) 

where D i s  t h e  annnalized dividend r a t a ,  P is the average 

p r i c e ,  and f is the  ne t  u x i e T r i c i n g  adjuatment. The 

ad jus t ed  y i e ld  f o r  :owa-Illinais i s  t!!us 2 .60  4 [24 .30  x (1- 

.04)] or 11.15%. S b t r a c t i n g  the ac tua l  y ie ld  from the 

adjus ted  y i e ld  eqxals 11.15% - 10.7% o r  .45%. This .45% is 

then added t o  +he market c o s t  of eqxi ty  and p?oducts a result 

of 16.05% (15.6:: plus .45:<). 

Are t h e r e  any o'-her f a c t o r s  t o  considez in determining an 

underpricing ad J uscnent? 

,.-. 
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